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CERBER, Judge: This case was heard pursuant to the
provi sions of section 7463! of the Internal Revenue Code in
ef fect when the petition was filed. Pursuant to section 7463(b),

the decision to be entered is not reviewable by any other court,

Unl ess otherwi se indicated, all section references are to
the Internal Revenue Code in effect for 2003, the taxable year
under consideration, and all Rule references are to the Tax Court
Rul es of Practice and Procedure.
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and this opinion shall not be treated as precedent for any other
case.

Respondent determ ned a $19, 714 income tax deficiency for
petitioners’ 2003 tax year and a $3,943 accuracy-rel ated penalty
under section 6662(a). Respondent, pursuant to section 6214(a),
filed an answer and an anended answer in which he sought a
$15,503 increase in the incone tax deficiency and a $3, 100. 40
increase in the accuracy-related penalty, for a total deficiency
of $35,217 and a total accuracy-related penalty of $7, 043. 40.

The initial inconme tax deficiency was based on petitioners’
failure to report, as incone, Social Security benefits and

settl enment proceeds of a wongful term nation action brought by
Luis Carranza. The increased deficiency also stens fromthe
settlenment of the wongful term nation action. The questions
remai ning for our consideration are whether any of the proceeds
of the wongful term nation action are includable in petitioners’
gross incone and whether petitioners are liable for an accuracy-
rel ated penalty.

Backgr ound

Petitioners resided in California at the tinme their petition
was filed. Luis H and Margarita M Carranza received Socia
Security benefits of $13,710 and $12, 294, respectively, for the
t axabl e year 2003 but failed to report these anpbunts as inconme on

their joint return for that year. M. Carranza worked for Spears
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Manuf acturing Co. (Spears) as a foreman/supervisor 6 days a week
and 10 hours per day. Spears manufactured nmainly plastic, but
al so sone brass, pipe fittings used for plunbing. M. Carranza
was in charge of Spears’s production operation, and these
responsibilities burdened himgreatly and caused himto cone hone
exhausted. Spears’s enpl oyees worked three shifts, and M.
Carranza supervised the forenen of all three shifts. He was
often called at home to deal with problens that occurred during
the night shift. M. Carranza had worked for Spears for 25 years
and was well |iked by the owner, WAayne Spears. The pressure of
his job led to anxiety and hypertension, which, in turn, may have
caused a central arterial occlusion and |l oss of sight in M.
Carranza's left eye during 1999.

Sonetinme before 2000 M. Carranza devel oped a hematoma in
his I eg which affected nerves and nuscles so that it was
difficult for himto walk. In tinme his | eg atrophied, and he
| ost the ability to control it. He becane unable to walk stairs
and to function effectively in his supervisory position at
Spears. On or about Novenber 5, 2001, upon the advice of a
doctor, he was assigned lighter responsibilities at Spears. M.
Spears and ot hers made demands on M. Carranza that were beyond
his | essened physical capabilities, expecting his performance to
be at the sanme | evel as before his physical problens. In

addi tion, coments were made about his | essened physical
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capabilities that caused himgreat humliation. On April 29,
2002, he was dism ssed fromhis position at Spears. H s anxiety
becanme nore severe after he was dism ssed. M. Carranza was in
the care of three different psychiatrists and because of his
ment al and physical condition was unable to obtain another job.

After M. Carranza was dism ssed, Ms. Carranza negotiated a
severance agreement with Spears under which he was paid $1, 000
per week for 19 weeks. Around this tine M. Carranza contacted
an attorney. On or about July 11, 2002, M. Carranza conmmenced
an action against Spears in Los Angel es County Superior Court.
The conpl ai nt sought danages for violations of the California
Fai r Enpl oynent and Housing Act, including disability
di scrimnation, age discrimnation, wongful termnation in
violation of public policy, and breach of inplied contract due to
wrongful term nation of enploynent.

In the conplaint M. Carranza alleged that he was *di sabl ed”
because of the nedical conditions of vascul ar enbolic di sease,
hypertensi on, and gl aucoma and that he had been suffering from
these conditions since June 1999. He also specifically alleged
he was di sabl ed because of the hematoma in his left leg. M.
Carranza sought judgnent against Spears for all nedical expenses,
general damages for enotional distress and nental suffering,

exenpl ary and punitive danages, and attorney’ s fees.
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M. Carranza also applied for disability paynents fromthe
Social Security Adm nistration, and on Decenber 1, 2002, he was
advised of his entitlenent to a nonthly disability check. He
also filed a claimfor workers conpensation with the State of
California, which on August 9, 2005, resulted in a $49, 000
settlement, with $45, 000 being paid to himand a net recovery of
$38, 250 after the paynent of $6,750 in |egal fees.

During 2003 the suit agai nst Spears was settled for
$162,500. O the $162,500, $97,500 was paid directly to M.
Carranza “for personal injury in the formof enotional distress
damages”. The remai ning $65, 000 was paid directly to his
attorney as “a paynent for the attorney’ s fees incurred on
* * * [M. Carranza’s] behalf”. The parties agreed that the
$97,500 “in settlement of clainms for personal injury in the form
of enotional distress damages resulting fromthe conduct that is
the subject of tort or tort-like clains” was to be reported on a
Form 1099-M SC, M scel | aneous I ncone, but that no w thhol ding tax
woul d be taken fromthe paynent. Wth respect to the $65, 000
paid to M. Carranza's attorney, a Form 1099-M SC woul d be sent
only to the attorney. O the $97,500 settl enment anmount, M.
Carranza received a net anount of $93,554.24 after reduction of
$3,945. 76 for costs assessed agai nst him

Petitioners’ 2003 Form 1040, U.S. Individual Incone Tax

Return, was prepared by a professional inconme tax return preparer
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(preparer) who had been preparing their income tax returns for a
few years before 2003. Petitioners provided the preparer with
t he Form 1099-M SC and ot her information about the settlenent of
the suit wth Spears and with all of the nedical records. The
preparer concluded that the $97,500 settl|l enent amount M.
Carranza received was not includable in income, and petitioners
relied upon his judgnent with respect to that decision.
Petitioners provided their preparer wth information about the
recei pt of Social Security paynents during 2003, but no part of
it was reported on their tax return. Even if it had been, it
woul d not have been taxable according to the anmount of incone the
preparer reported on the return. Petitioners’ 2003 incone tax
return did not include their Social Security paynents, the
$97,500 settlement proceeds they received, or the $65,000 M.
Carranza' s attorney received.

Di scussi on

In general the Conm ssioner’s determnation in a notice of

deficiency is presuned correct. Wlch v. Helvering, 290 U S

111, 115 (1933). |In pertinent part, Rule 142(a)(1) provides the
general rule that “The burden of proof shall be upon the
petitioner”. Petitioners bear the burden of show ng the
settlenment is not includable in inconme as respondent determ ned
it is. There is no dispute about the burden of proof or the

shifting of sane under section 7491. Respondent bears the burden
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of proof with respect to the increased deficiency and the
i ncreased accuracy-rel ated penalty. See Rule 142(a)(1).
Respondent al so bears the burden of production wth respect to
the section 6662(a) accuracy-related penalty. See sec. 7491(c).
Petitioners have stipulated that they recei ved Soci al
Security paynents during 2003 that were not included in their
incone on their return. Such paynents have been held to be
taxabl e and are includable in inconme in an amount determ ned
under a statutory formula. Sec. 86(a), (b), and (c); see, e.qg.,

Geen v. Conmm ssioner, T.C Meno. 2007-217. The remaining issues

we consi der are whether any portion of the settlenment with Spears
is includable in petitioners’ 2003 inconme and whether they are
liable for an accuracy-related penalty with respect to any
portion of a resulting understatenent.

M. Carranza becanme progressively unable to performhis
duties at Spears. Hi s physical problens began during 1999 and
becanme progressively worse until his dism ssal during 2003. He
al so suffered enotionally because of his physical problens and
fromhumliation experienced at Spears. M. Carranza sued Spears
and all eged that he was “di sabl ed” because of the nedi cal
condi tions of vascul ar enbolic di sease, hypertension, hematoma in
his left leg, and glaucoma and that he had been suffering from
t hese conditions since June 1999. In the conplaint M. Carranza

sought judgnent agai nst Spears for all nedical expenses, general
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damages for enotional distress and nental suffering, exenplary
and punitive damages, and attorney’s fees.
M. Carranza and Spears settled the suit and entered into a
settl enment agreenent |aying out the basis for the settlenent.
Al though Ms. Carranza testified that M. Carranza’'s settl enent
and recovery from Spears were for physical injuries caused by his
wor ki ng conditions, the settlenent agreenent unanbi guously
attributed the settlenent to his “personal injury in the form of
enotional distress damages resulting fromconduct that is the
subject of tort or tort-like clains”. Section 104, as is
pertinent to this case, provides:
SEC. 104. COWVPENSATI ON FOR I NJURI ES OR SI CKNESS.
(a) I'n General.--Except in the case of anobunts
attributable to (and not in excess of) deductions
al l oned under section 213 (relating to nedical, etc.,
expenses) for any prior taxable year, gross incone does
not i ncl ude—-
(1) anounts received under worknmen's
conpensati on acts as conpensation for persona
injuries or sickness;
(2) the anpbunt of any damages (other than
puni tive damages) received (whether by suit or
agreenent and whether as |unp suns or as periodic
paynments) on account of personal physical injuries
or physical sickness;
Section 104(a)(2) nmakes it clear that for damages to be
excl uded from gross incone, they nust be received “on account of

personal physical injuries or physical sickness”. Section 104(a)

al so specifically provides that “For purposes of paragraph (2),
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enotional distress shall not be treated as a physical injury or

physi cal sickness.” The circunstances in this case are sonewhat

convol uted because M. Carranza received Social Security benefits
because of physical disability. He also sought California

wor kers conpensation and received a settlenent for his physical
disability. Wth respect to his suit agai nst Spears, however, he
did not seek damages for physical disability caused by his
wor ki ng conditions. |Instead, he sought danages for enotional
distress and nental suffering. Likew se, the settlenent of the
l[itigation with Spears was for enotional distress damages.

In order for the Spears settlenent proceeds to qualify for a
section 104(a)(2) exclusion, petitioners nmust showthat: (1) The
underlying cause of action giving rise to the recovery was
“‘based upon tort or tort type rights’”; and (2) the “‘damages
were received * * * on account of personal [physical] injuries or

[ physical] sickness.’” See Conm ssioner v. Schleier, 515 U. S.

323, 336-337 (1995) (adjusted to conport w th subsequent

| egi slation) (quoting United States v. Burke, 504 U. S. 229, 234

(1992)).

There is no question about whether the danages were for
“tort or tort type rights”. The question we consider is whether
t he damages were for a physical injury. Wen damges are paid
under a settlenent agreenment, courts generally first |look to the

express | anguage of the agreenent. R vera v. Baker Wst, Inc.,
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430 F. 3d 1253, 1257 (9th G r. 2005). WM. Carranza’s agreenent
Wi th Spears expressly attributes the settlenment to enotional
di stress and nental suffering. WMreover, he did not allege in
his conplaint initiating the settled litigation that Spears
enpl oyees or work conditions had caused hi m physical injury.
There is sonme evidence in this record that could support a
finding that his work conditions were a contributing factor to
sone of his physical problens, but that was not the focus of the
l[itigation and, clearly not the purpose of the settlenent. See
id. at 1257-1258. Wth such conpelling and explicit |anguage, we
cannot find otherwi se. Accordingly, we find that M. Carranza's
settlement wth Spears was not for physical injury.

We now consi der the portion of the settlenent that
petitioners are required to include in incone. The total
settlenment, agreed to between M. Carranza and Spears, was
$162,500. The $162,500 constituted “the entire nonetary
consideration provided to” M. Carranza, as agreed to by the
parties. O that anount, $97,500 was paid directly to M.
Carranza for personal injury due to enotional distress, and a
Form 1099-M SC was issued to himfor $97,500. The remaining
$65, 000 was paid directly to M. Carranza's attorney for his
services, and a Form 1099-M SC was issued to the attorney in that
anount. Accordingly, the parties intended by their settlenent

that the attorney be accountable for the $65, 000.
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Respondent, in the deficiency notice and on the basis of the
Form 1099-M SC, initially included only $97,500 in petitioners’
i ncone for 2003. That adjustnent, along with the unreported
Soci al Security benefits, was the basis for the $19, 714 i ncone
tax deficiency and the $3,943 accuracy-rel ated penalty.
Respondent, by an answer and anended answer, sought a total
increase in the incone tax deficiency of $15,503 and a total
increase in the accuracy-rel ated penalty of $3,100.40. Those
increases are attributable to inclusion of the $65,000 in
petitioners’ gross income for 2003.°2

Until 2005 there had been differing treatnment by courts with
respect to the attorney’ s fees portion of damage settlenents
and/or litigation. Some courts treated the attorney’ s fees
portion as the taxpayer’s incone, even though paid directly to
the attorney. Ohers treated the attorney’ s fees portion as not

i ncludable in the taxpayer’s inconme. In Conmm ssioner v. Banks,

543 U. S. 426 (2005), the Suprene Court resol ved those differences
and held that the portion of the settlenent paid to attorneys was
incone to the taxpayer under the anticipatory assignnent of

i ncome doctrine established in Lucas v. Earl, 281 U S. 111

(1930) .

2Respondent al so allowed petitioners an offsetting
m scel | aneous iteni zed deduction for the $65,000 attorney’s fees
subject to the 2-percent threshold and the alternative m ni mum
tax limtations on certain deductions, which are conputational
i ssues. See secs. 56(b), 67.
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The increased i nconme tax deficiency is based on both the
i nclusion of the $65,000 paid directly to M. Carranza' s attorney
and the alternative mninumtax that is generated, in part, by
the attorney’'s fees item zed deduction not being allowed for
conputation of the alternative mninumtax. See, e.g., Benci-

Wodward v. Conm ssioner, 219 F.3d 941, 944 (9th G r. 2000),

affg. T.C. Menp. 1998-395.

The facts of this case reflect that M. Carranza was
entitled to the entire $162,500 and that the $65, 000 paid
directly to his attorney was noney to which M. Carranza was
entitled under the settlenent. Under these circunstances and
because of the current state of the law, petitioners are |liable
for the determ ned i ncone tax deficiency and an increased
deficiency in incone tax based on the inclusion of the $65, 000,

t he deduction for attorney’s fees, and the application of the
alternative m ninumtax provisions.

Respondent al so determ ned a 20-percent accuracy-rel ated
penal ty under section 6662(a) on the entire underpaynent of tax.
Respondent determ ned that petitioners are liable for the penalty
because they substantially understated their incone tax within
t he nmeani ng of section 6662(b)(2) and (d)(1).

In order for the penalty to apply, the understatenent nust
exceed the greater of 10 percent of the tax required to be shown

on the incone tax return or $5,000. Sec. 6662(d)(1)(A).
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Petitioners’ 2003 incone tax return reported no (zero) incone tax
l[tability. Accordingly, the wunderstatenent of tax decided in
this case is substantial.

An accuracy-related penalty is not inposed on any portion of
the understatenent as to which the taxpayer acted with reasonabl e
cause and in good faith. Sec. 6664(c)(1l). Reliance on the
advice of a tax professional may constitute reasonable cause and
good faith if under all the facts and circunstances the reliance

is reasonable and in good faith. Neonatology Associates, P.A V.

Commi ssioner, 115 T.C. 43, 98 (2000), affd. 299 F.3d 221 (3d Cr

2002); sec. 1.6664-4(c)(1), Inconme Tax Regs. To qualify for this
exception, a taxpayer nust prove by a preponderance of the
evidence that: (1) The adviser was a conpetent professional who
had sufficient expertise to justify reliance, (2) the taxpayer
provi ded necessary and accurate information to the adviser, and
(3) the taxpayer actually relied in good faith on the adviser’s

judgnent. Neonatol ogy Associates, P.A v. Conm ssioner, supra at

98- 99.

Petitioners, who have no expertise in or understandi ng of
the tax | aws, used and relied upon a professional preparer to
prepare their 2003 inconme tax return. They had used the sane
preparer for prior years’' returns. The preparer was called by
respondent to testify at trial about the circunstances under

whi ch he prepared petitioners’ incone tax return. Considering
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Ms. Carranza s testinony and that of the preparer, we concl ude
that he was a conpetent professional with sufficient expertise to
prepare petitioners’ tax return. W also conclude that the
preparer had accurate and sufficient information fromwhich to
eval uate whet her petitioners’ Social Security benefits and the
Spears settlenment proceeds were includable in petitioners’ gross
incone. Finally, we conclude, under the circunstances of this
case, that it was reasonable for petitioners to rely on their
pr epar er.

The evi dence shows that M. Carranza was physically disabled
and unable to work. It also shows that he suffered anxiety and
severe nmental distress. M. Carranza received Social Security
benefits because of his disability. Ms. Carranza provided the
preparer with M. Carranza's substantial nedical records that
reflected a pattern of illness and physical conditions that could
have been related to his working conditions. The preparer’s
concl usi on, which was based upon the information petitioners
provi ded, was that M. Carranza’s disability and hence the Spears
settlement were due to physical injury and that the settl enent
proceeds were excludable fromgross incone under section 104.

The preparer reached this conclusion in view of a Form 1099-M SC
reflecting m scellaneous inconme of $97,500. W also note that
M. Carranza did not receive a Form 1099-M SC for the $65, 000

paid to the attorney. As noted earlier in this opinion, there is
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a reasonabl e anount of evidence that could support the conclusion
that M. Carranza’s physical condition (injury) was work rel ated.
Wth respect to the Social Security benefits, once the
preparer concluded that the $97,500 settlenment M. Carranza
recei ved was excluded frompetitioners’ 2003 incone, the Soci al
Security benefits woul d not have been includable in petitioners’
income. Although the preparer’s failure to report the benefits
does not strictly follow usual reporting protocol, it was
reasonabl e for petitioners, who were not versed in such matters,
to rely on the preparer’s judgnment in the preparation of their
i ncome tax return.

We therefore hold that petitioners are not liable for an
accuracy-rel ated penalty under section 6662(a).

To reflect the foregoing,

Deci sion will be entered

under Rul e 155.




